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Notes 



Unless otherwise indicated, the years referred to in this study are federal fiscal years (which 
run from October 1 to September 30). In several instances, statistics are given for calendar 
years or for academic years (which run from July 1 to June 30). Federal laws and regulations 
governing higher education frequently refer to academic years. 

Numbers in the text and tables may not add up to totals because of rounding. 




Preface 



federal government helps students finance higher education through two major loan 
programs — one that guarantees loans made by private lenders and one that makes loans 
directly to borrowers. The two programs offer similar types of loans on similar terms to bor- 
rowers, but they differ significantly in how they are funded and administered. Those differ- 
ences cause the guaranteed loan program to have a significantly higher rate of federal 
subsidies — as calculated for the federal budget under the rules of the Federal Credit Reform 
Act — than the direct loan program has. However, such subsidy-rate estimates do not include 
the costs to taxpayers that stem from the risks involved in making student loans, nor do they 
include federal administrative costs (which are recorded separately in the budget). More- 
comprehensive, fair-value estimates, which include such costs, indicate higher subsidy rates 
for both programs, although direct loans continue to show a marked cost advantage over 
guaranteed loans. 

This Congressional Budget Office (CBO) study — prepared at the request of the Ranking 
Member of the Senate Budget Committee — compares the budgetary and fair-value costs of 
the federal student loan programs. It also looks at several options for modifying those pro- 
grams, including eliminating the guaranteed loan program after July 1, 2010, and expanding 
direct lending. In keeping with CBO’s mandate to provide objective and impartial analysis, 
this report makes no recommendations. 

The study was written by Deborah Lucas, CBO’s Associate Director for Financial Analysis, 
and by Damien Moore of CBO’s Macroeconomic Analysis Division, under the direction of 
Robert Dennis and Kim Kowalewski. Deborah Kalcevic of CBO’s Budget Analysis Division 
produced some of the cost estimates, under the direction of Peter Fontaine and Sam Papen- 
fuss. Justin Humphrey provided helpful comments on earlier draffs, as did Janice Eberly of the 
Kellogg School of Management at Northwestern University. (The assistance of an external 
participant implies no responsibility for the final product, which rests solely with CBO.) 

Chris Howlett edited the manuscript. Maureen Costantino prepared the report for publica- 
tion, with assistance from Jeanine Rees, and produced the cover. Monte Ruffin produced 
the printed copies, Linda Schimmel coordinated the print distribution, and Simone Thomas 
prepared the electronic versions for CBO’s Web site (www.cbo.gov). 
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Summary 



federal government makes financing for higher 
education widely available through two programs: the 
Federal Family Education Loan (FFEL) program, which 
guarantees loans made by private lenders, and the Wil- 
liam D. Ford Federal Direct Loan Program (FDLP), 
which makes loans directly to borrowers. The two pro- 
grams are similar in many respects. By statute, they offer a 
similar variety of loans with comparable interest rates and 
repayment options for all qualifying borrowers. Those 
loan terms are usually more generous than what would be 
available from private sources. Schools, which choose 
which program to participate in, play an important role 
in administering the loan application process and in 
counseling students about the financing options available 
to them. In both programs, the federal government bears 
almost all of the losses when borrowers default. 

The FFEL program and the FDLP differ, however, in the 
ways in which they are administered and funded. In the 
guaranteed loan program, loans are administered by 
financial institutions — such as Sallie Mae, commercial 
banks, and nonprofit agencies — that act as FFEL lend- 
ers. 1 Those lenders usually raise the money to make loans 
in the private capital markets. By contrast, in the direct 
loan program, the Department of Education and its con- 
tractors manage most administrative functions, and loans 
are funded through the Treasury. 

Lending through the federal student loan programs has 
grown rapidly over time, with that growth accelerating in 
the past decade. Between 2000 and 2009, the volume of 



1 . Sallie Mae was originally a government-sponsored enterprise char- 
tered by the Congress to provide liquidity to the secondary market 
for student loans (the market in which loans are bought and sold). 
It is now a private company that specializes in providing financial 
services to students, including FFEL and private student loans. 



outstanding federal student loans more than quadrupled, 
from about $149 billion to about $630 billion. During 
that period, about three-quarters of the student loans 
made each year were originated in the guaranteed loan 
program. 

Private lenders in the guaranteed loan program faced a 
sharp increase in funding costs during the recent financial 
crisis, leading to concerns about the future availability 
of guaranteed loans. To ensure an uninterrupted flow of 
credit for students, lawmakers enacted legislation in 2008 
that gave the Department of Education temporary 
authority to buy newly originated loans from FFEL lend- 
ers. Through a combination of those purchases and direct 
loans, about 88 percent of the total dollar amount of fed- 
eral student loans made in the 2008-2009 academic year 
was funded by the government (see Summary Box 1). 
Despite the new legislation, the guaranteed loan pro- 
gram’s share of origination volume fell to 69 percent in 
the 2008-2009 academic year. Since then, uncertainties 
about funding for the FFEL program and about possible 
legislation affecting it have led more schools to switch 
to the direct loan program. The Congressional Budget 
Office (CBO) projected in its March 2010 baseline that, 
under current law, the share of guaranteed student loans 
would continue to decline gradually for the next few 
years before leveling off at 40 percent starting in 2013. 

Budgetary Costs of Direct and 
Guaranteed Student Loans 

Despite the many similarities between the FDLP and the 
FFEL program, the latter is significantly more costly for 
the federal budget. For example, CBO recently estimated 
that the President’s proposal to eliminate the FFEL pro- 
gram and replace it with additional direct lending would 
save the government a total of $62 billion between 2010 
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Summary Box 1 . 

Effects of the Financial Crisis 

In the wake of the financial crisis that began in 
August 2007, investors became wary of buying asset- 
backed securities — even those backed by obligations 
with a federal guarantee, such as guaranteed student 
loans. 1 Many lenders in the Federal Family Education 
Loan (FFEL) program that had relied heavily on the 
sale of asset-backed securities to finance new guaran- 
teed loans faced much higher funding costs, which 
the fixed statutory payments from the Department 
of Education were insufficient to cover. Because the 
FFEL program provided nearly 75 percent of federal 
student loans at that time, the prospect that lenders 
would stop making new loans threatened to seriously 
disrupt the availability of credit for higher education. 

Lawmakers responded by passing the Ensuring 
Continued Access to Student Loans Act of 2008 
(ECASLA). 2 That law authorized the Department of 
Education to provide funding to FFEL lenders, pri- 
marily by purchasing their loans but also by provid- 
ing them with backup lines of credit. Between the 
initiatives in ECASLA and the direct student loan 
program, the federal government ended up financing 
about 88 percent (by dollar volume) of the federal 
student loans made in the 2008-2009 academic year. 

ECASLA’s effect on the federal budget has been to 
lower the cost of the student loan programs. Purchas- 
ing guaranteed loans allows the Department of Edu- 
cation to avoid some of the payments it would have 
made to FFEL lenders. Once the loans are purchased, 
payments from the government to FFEL lenders 



1 . Asset-backed securities are financial instruments whose inter- 
est and principal payments stem solely from the income gen- 
erated by the assets that serve as collateral for the securities. 
Securities backed by student loans are created by bundling 
those loans together and selling investors claims to a portion 
of the loans’ cash flows. In the case of federally guaranteed 
student loans, the securities are structured so that federal pay- 
ments for default claims on the loans are passed along to the 
holders of the securities. 

2. Public Law 1 10-227. 



cease, and the loans are serviced and administered by 
the department’s contractors. Thus, the purchased 
loans have the same costs as direct student loans. 

Despite improvements in the financial markets 
last year, FFEL lenders continued to rely heavily on 
the enhanced federal support to obtain financing for 
student loans. Concerns about the availability of 
private capital led lawmakers to extend ECASLA to 
cover loans made for the 2009-2010 academic year. 3 

The federal government has also provided support to 
the private student loan market by allowing lenders 
to borrow from the Federal Reserve’s Term Asset- 
Backed Securities Loan Facility (TALF). -1 Before the 
financial crisis, the private loan market was an impor- 
tant source of financing for higher education for 
some students (such as those who had exhausted the 
dollar limits on federal student loans or who did not 
qualify for federal loans). During the crisis, many 
lenders suspended or discontinued their private stu- 
dent loan programs because of the sharp increase in 
funding costs and worries about the deteriorating 
credit quality of borrowers. Although some activity 
has resumed in that market, the terms offered to 
borrowers on private student loans have remained 
stringent, and lenders have relied on federal backing 
through the TALF to obtain funding at affordable 
rates. 



3. The Department of Education reports that under the author- 
ity in ECASLA, it purchased roughly $50 billion in FFEL 
loans through the end of fiscal year 2009. The department 
estimates that it will buy another $62 billion in loans under 
the extended authority that ends on July 1, 2010, for total 
purchases of about $112 billion. 

4. The Federal Reserve created the TALF in November 2008 to 
provide liquidity for certain types of asset-backed securities, 
including those backed by student loans. Issuers of asset- 
backed securities can borrow from the facility at interest rates 
set by the Federal Reserve, using asset-backed securities as 
collateral. The TALF is scheduled to stop operating later this 
year. 
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and 2020. 2 Although the federal cost per dollar of student 
loans originated varies from year to year and among dif- 
ferent types of loans, a loan made in the FFEL program 
consistently shows a much higher budgetary cost than if 
it had been made in the direct loan program. 

The budgetary costs of the direct and guaranteed loan 
programs are recorded in the federal budget using the 
standard procedure specified in the Federal Credit 
Reform Act of 1990 (FCRA). 3 That law says that the 
costs of a federal loan or loan guarantee should be esti- 
mated in the year the loan is disbursed as the net present 
value of the federal government’s expected net cash flows 
over the life of the loan or guarantee. Those cash flows 
are discounted to their present value using the Treasury’s 
borrowing rates. 4 

Fair- Value Costs of Direct and 
Guaranteed Student Loans 

Cost estimates made under FCRA do not provide a com- 
prehensive measure of the cost to taxpayers of the federal 
student loan programs, for two main reasons. First, the 
FCRA methodology does not include the costs to tax- 
payers that stem from certain risks involved in lending — 
risks that private investors would require compensation 
to bear. In particular, although the FCRA methodology 
accounts for average losses from defaults, it does not rec- 
ognize a cost for the risk that losses from defaults will be 
higher during periods of market stress, when resources are 
scarce and hence most valuable. Such “market risk” is 
excluded from FCRA estimates because that methodol- 
ogy discounts expected future cash flows at Treasury 
borrowing rates rather than at higher interest rates that 
incorporate the price of risk. 5 Second, FCRA estimates do 



2. Those savings stem from a $68 billion reduction in subsidy costs 
(which do not include the government’s administrative expenses), 
partly offset by a $6 billion increase in administrative expenses, 
which are funded separately in annual appropriation acts. See 
Congressional Budget Office, letter to the Honorable Judd Gregg 
about the budgetary impact of the President’s proposal to alter 
federal student loan programs (March 15, 2010). 

3. CBO’s method for estimating those costs is described in Congres- 
sional Budget Office, Subsidy Estimates for Guaranteed and Direct 
Student Loans (November 2005). 

4. Net present value is a single number that expresses a flow of cur- 

rent and future income (or payments) in terms of an equivalent 

lump sum received (or paid) today. The present value depends on 
the rate of interest (the discount rate) used in the calculation. 



not include administrative expenses, which are recorded 
separately in the budget each year on a cash basis (that is, 
undiscounted). That treatment mixes together current- 
year administrative costs for outstanding loans and for 
newly originated loans. 

In this study, CBO compares the costs of making a loan 
in the FDLP and guaranteeing a loan in the FFEL pro- 
gram, calculated as specified in FCRA and also at fair 
value — a broader measure that includes administrative 
costs and the cost of risk. The fair value of an asset or 
liability corresponds to its market value under normal 
market conditions (or, in the absence of such conditions, 
to an approximation of what the value would be under 
those conditions). In general, a fair-value subsidy occurs 
whenever the government accepts terms on the financing 
or services it provides that are less stringent than the 
terms that participants in private markets would require 
for taking on comparable obligations and risks. 

Taking into account the costs of risk and administration 
has the effect of significantly increasing the estimated cost 
of both the direct and guaranteed loan programs; it also 
narrows — but does not eliminate — the cost difference 
between the two programs. For instance, CBO recently 
estimated that whereas loans issued in the direct loan pro- 
gram between 2010 and 2020 would reduce the deficit 
by a total of $68 billion under FCRA accounting, those 
loans would increase the deficit by $52 billion on a fair- 
value basis. 6 For loans issued in the FFEL program, the 
projected cost over that period increases from $22 billion 
under FCRA accounting to $105 billion on a fair-value 
basis. The savings from implementing the President’s 
proposal to replace FFEL loans with direct loans decline 
from a total of $62 billion over the 2010-2020 period 
under FCRA accounting to $40 billion on a fair-value 
basis. 



5. Student loans also entail prepayment risk: the risk that students 
will pay back loans more rapidly if future interest rates fall and 
more slowly if future rates rise, reducing the value of the govern- 
ment’s claims. That risk, however, is less important than market 
risk for student loans. Investors in securities backed by student 
loans also assign a price to other types of risk, such as liquidity risk 
(the risk that the securities may not be easy to sell quickly without 
having to offer a price concession). CBO takes into account all of 
those risks in its fair-value estimates. 

6. Congressional Budget Office, letter to the Honorable Judd Gregg 
about the budgetary impact of the President’s proposal to alter 
federal student loan programs (March 15, 2010). 
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To calculate fair-value subsidies, CBO generally used the 
same assumptions as for its FCRA estimates, except with 
regard to discount rates and administrative costs. In place 
of Treasury rates, CBO used discount rates that included 
an estimate of the risk premium (the additional return in 
excess of Treasury rates) that private investors would 
require to bear the risks of student loans. CBO estimated 
those discount rates on the basis of interest rates on pri- 
vate student loans and other data from the private stu- 
dent loan market. 7 The estimated discount rates also took 
into account differences between private and federal stu- 
dent loans (in the terms of the loans and the characteris- 
tics of borrowers); past and present market conditions; 
and the expectation that conditions in financial markets 
will improve in the next several years. In addition, CBO 
included the administrative costs incurred by federal 
agencies in its fair-value subsidy estimates, because a pri- 
vate entity would need to be compensated to bear those 
costs. 

Subsidy rates — the cost per dollar of loan originated — 
vary from year to year with the composition of borrowers 
in each program and the mix of loan types. To present 
FCRA and fair-value estimates that are informative about 
the differences in the cost of lending under the two stu- 
dent loan programs, this study shows subsidy rates that 
are based on a representative loan (holding the character- 
istics of borrowers and the mix of loans fixed) made in 
the FFEL program in specified time periods. 

CBO’s calculations indicate that if subsidies were com- 
puted on a fair-value basis, student loans made in both 
the direct and guaranteed loan programs would impose 
costs on the federal government, and those costs would 
represent a significant share of the principal value of the 
loans issued. For instance, whereas on average over the 
2010-2020 period a representative loan issued in the 
direct loan program has a negative subsidy rate of 9 per- 
cent under FCRA (meaning that it reduces the deficit), 
the same loan has a positive subsidy rate of 12 percent 
on a fair-value basis. For the FFEL program, the average 
subsidy rate on a representative loan over that period is 
5 percent under FCRA and 20 percent on a fair-value 
basis. 



7. Many of the lenders that make guaranteed student loans also offer 

private student loans. Private loans are generally taken out by 

students at expensive undergraduate institutions or professional 
schools who have reached the dollar limit on federally guaranteed 
loans or by students who do not qualify for federal loans. 



Thus, measuring costs on a fair-value basis narrows the 
difference between the costs of loans made in the guaran- 
teed and direct lending programs, but it does not elimi- 
nate the gap. CBO estimates that if a representative 
guaranteed loan made during the 2010-2020 period was 
instead originated in the direct loan program, the savings 
in subsidy rates would be 8 percentage points (20 minus 
12) on a fair- value basis, compared with about 13 per- 
centage points (5 minus -9, with rounding) under FCRA 
accounting. 

Those estimates, which are based on the economic 
assumptions underlying CBO’s March 2010 baseline, are 
very sensitive to projections of interest rates and estimates 
of discount rates. However, the conclusions that fair- 
value subsidy rates are positive for both programs and 
higher for the guaranteed loan program hold under a 
broad range of assumptions about interest rates, discount 
rates, and other market conditions. 8 

The higher costs in the guaranteed loan program (on 
both a FCRA and a fair- value basis) result mainly from 
the way in which the government compensates FFEL 
lenders. Payments to those lenders are fixed in legislation 
rather than set through a mechanism — such as a compet- 
itive bidding process — that ties reimbursement to actual 
costs incurred. In general, those statutory payments 
appear to exceed lenders’ basic administrative costs and 
their funding costs under normal market conditions 
(although during the financial crisis, the payments proved 
too low to cover the surge in lenders’ borrowing costs). 9 
Because FFEL lenders must compete to attract borrowers, 
any difference between the statutory payments they 
receive and their basic costs is mostly absorbed by increas- 
ing marketing efforts, enhancing the administrative ser- 
vices they provide, or offering other benefits to schools 



8. The conclusion that costs are higher for both programs on a fair- 
value basis is a logical consequence of including costs that are 
excluded under FCRA; only the size of the effect depends on 
specific assumptions. The amount by which the FFEL program 
appears more expensive than direct lending is sensitive to the rate 
chosen to discount the government’s payments to FFEL lenders. 
With a sufficiently high — but unrealistic — discount rate, the 
FFEL program would appear to be less expensive than the direct 
loan program. 

9. The College Cost Reduction and Access Act of 2007 (Public Law 
1 1 0-84) reduced payment rates to FFEL lenders and guaranty 
agencies, which narrowed the difference in costs between the two 
programs. But in CBO’s estimation, a considerable cost difference 
remains. 
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and students. Thus, competition between lenders benefits 
schools and borrowers rather than lowering costs to the 
government. In addition, FFEL lenders fund their loans 
in the capital markets, which introduces additional costs 
and risks to the program that do not arise when loans are 
funded through the Treasury. 

Options for Changing Federal 
Student Loans 

In recent years, many proposals have been made to mod- 
ify the federal student loan programs. Some of those pro- 
posals focus on the cost disparity between the guaranteed 
and direct lending programs. For example, the President’s 
2011 budget calls for ending the FFEL program’s author- 
ity to guarantee new loans on July 1, 2010, and switching 
entirely to the direct lending program to realize the sav- 
ings from that program’s lower costs. The FFouse of Rep- 
resentatives recently passed legislation (FI.R. 4872, the 
Elealth Care and Education Affordability Reconciliation 
Act of 2010) to carry out a similar change, and the Senate 
is currently considering that legislation. 10 

Policy options that could help bring the subsidy rate of 
the FFEL program closer to that of the direct loan pro- 
gram include having the government buy all student 
loans from FFEL lenders shortly after origination but 
allowing the lenders to retain their current administrative 
functions; cutting payments to those lenders; and auc- 
tioning off the right to lend under the program. Such 
cost-saving measures would probably cause FFEL lenders 
to reduce service levels, prompting more schools to 
switch to the direct loan program. 



10. On September 17, 2009, the House passed the Student Aid and 
Fiscal Responsibility Act of 2009 (H.R. 3221), which would also 
phase out the FFEL program. 



Federal costs could be made more predictable — and the 
subsidies provided to different cohorts of students could 
be made more uniform — by indexing the interest rates on 
student loans to market interest rates. Under current law, 
subsidies vary considerably from year to year because the 
interest rates charged to borrowers are fixed by statute 
and unrelated to market interest rates. 

Other options to alter the student loan programs aim to 
address policy goals — such as improving the affordability 
and availability of student loans or reducing defaults — by 
modifying the terms offered to borrowers. For example, 
one way to help students would be to lower the interest 
rates charged on federal student loans. FFowever, broad- 
based reductions in interest rates would entail significant 
costs to the government. For instance, reducing the 
scheduled interest rates charged to borrowers on new 
loans by 1 percentage point would increase the subsidy 
rate on guaranteed loans by 6 percentage points on a 
fair-value basis. 

Policymakers have also considered changes aimed at 
lessening the hardships that borrowers face in repaying 
federal student loans. Those proposed changes include 
expanding options that make repayment terms contin- 
gent on income, that eliminate a portion of an out- 
standing loan (forgiveness), or that allow a borrower to 
delay repayment (forbearance or deferment). Although 
more-lenient repayment terms may lower default rates, 
they increase costs to the federal government by length- 
ening the average time that loans are outstanding at sub- 
sidized interest rates. The costs of income-contingent 
repayment, or of loan forgiveness or forbearance, are 
generally higher on a fair- value basis than under FCRA 
accounting, because borrowers are more likely to take 
advantage of those opportunities in economic down- 
turns, when the value of the forgone payments is greatest. 





Costs and Policy Options for 
Federal Student Loan Programs 



Department of Education oversees various pro- 
grams to help students pay for the costs of postsecondary 
education. This Congressional Budget Office (CBO) 
study focuses on the two largest student loan programs 
created under the authority of the Higher Education Act 
of 1965 (as amended): 

■ The Federal Family Education Loan (FFEL) program, 
which dates back to the mid-1960s, guarantees stu- 
dent loans made by private-sector lenders. 

■ The William D. Ford Federal Direct Loan Program 
(FDLP), which began operating in 1994, makes loans 
directly to students or their parents. 

Overview of Federal Student 
Loan Programs 

Both the guaranteed and direct loan programs have expe- 
rienced rapid growth as increasing numbers of students 
have sought higher education and as the costs of school 
attendance have soared. The two programs offer virtually 
identical types of loans, which carry similar interest rates, 
repayment options, and other terms. However, significant 
differences exist in the way the programs are administered 
and funded, which have implications for their costs to the 
federal government. 

Types of Loans 

The FDLP and the FFEL program offer many kinds of 
loans. Eligibility and some loan terms depend on a 
student’s course of study (for example, undergraduate, 
graduate, or medical); the identity of the borrower (stu- 
dent or parent); and whether the student qualifies for 
more favorable loan terms on the basis of need. 

Both programs offer so-called Stafford loans to under- 
graduate and graduate students. Those loans make up the 



bulk of federal student loans, accounting for more than 
80 percent of new loan volume each year (excluding con- 
solidation loans). In a typical year, a little over half of 
Stafford loans (by volume) are “unsubsidized” and the 
rest are “subsidized.” Those labels refer to the terms of the 
loans, not to whether the federal government incurs sub- 
sidy costs for the programs. With subsidized Stafford 
loans — which are available depending on the income and 
assets of students and their parents — borrowers generally 
are not charged interest while they are in school and dur- 
ing certain other periods, and undergraduate borrowers 
are charged lower interest in some years. 

Besides Stafford loans, both the FDLP and the FFEL 
program offer so-called PLUS loans to parents of under- 
graduate students and to graduate and professional 
students who have reached their borrowing limits for 
Stafford loans. In addition, both programs offer consoli- 
dation loans, which allow most borrowers with more than 
one outstanding federal loan to refinance them into a 
single obligation. 1 

Loan Terms 

The terms offered to borrowers — interest rates, borrow- 
ing limits, fees, and repayment options — are set by stat- 
ute and are almost identical under the direct and guaran- 
teed loan programs. Since July 2006, new Stafford loans 



1 . Consolidation loans offer extended repayment terms and a fixed 
interest rate equal to the weighted average of interest rates on the 
loans being consolidated (rounded up to the nearest eighth of a 
percentage point) . For more about consolidation loans, see Con- 
gressional Budget Office, The Cost of the Consolidation Option for 
Student Loans (May 2006). For budgetary purposes, CBO treats a 
consolidation loan as an extension of the original loan rather than 
as a new loan. Thus, the subsidy estimates in this analysis, both 
budgetary and fair-value estimates, include the incremental costs 
of loan consolidation. 




